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The accounting treatment of borrowing costs, particularly
during recent years of high interest rates, has a significant effect
on the published results of an enterprise. The writers examined
accounting literature for the theoretical justifications behind the
various accounting alternatives. The issue surrounds whether
borrowing costs should be regarded as period expenses or should,
under certain conditions, form part of the cost of an asset.
Personal interviews with major business groups in Hong Kong revealed
that varied and diversified accounting practices on borrowing costs
are being followed. Most companies also do not disclose in their
published financial statements the magnitude of borrowing costs nor
the basis on which borrowing costs are accounted for. The writers
also outlined the problem areas involved in pursuing a policy of
capitalizing borrowing costs. This'study concludes with the
recommendation for the issue of a statement of accounting practice
on borrowing costs. This will assist users of financial statements
to better understand the results and financial position of an
enterprise and facilitate inter-firm comparisons.
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The accounting treatment of borrowing costs varies widely. In
some cases borrowing costs are regarded as always being a charge
against income in the period in which they are incurred. In other
cases they are regarded not as a period cost, but as forming part of
the cost of the asset with which they can he identified either
directly or indirectly.
It is the practice in many countries to capitalize borrowing
costs in certain circumstances, such as the construction or
acquisition of property, plant and equipment and sometimes the
production of inventory. For many years public utilities in various
countries and companies in the construction industry have capitalized
borrowing costs.
The issue has been continually debated in the accounting
literature, leading to a number of attempts by the standard-setting
bodies to resolve the question. The first authoritative
pronouncement is Statement No. 34 "Capitalization of Interest Cost"
issued by the Financial Accounting Standards Board of the U.S.A. in
October 1979. The statement establishes standards of financial
accounting and reporting for capitalizing interest cost as a part of
the historical cost of acquiring certain assets. In November 1982,
the International Accounting Standards Committee issued for comment
Exposure Draft 24 "Capitalization of Borrowing Costs."
2In Hong Kong, interest capitalization is gaining wider
acceptance.1 The Hong Kong Society of Accountants has not as yet
issued any statement of standard accounting practice for the
accounting of borrowing costs. Companies develop their own
accounting policies and may or may not disclose these facts to
readers of financial statements and let them draw their own
conclusions.
Objectives
The objectives of this study are the following:
(1) to present the theoretical arguments, both
for and against capitalization, as contained
in the literature
(2) to determine the effects of interest
capitalization
(3) to study the current accounting practices on
borrowing costs by Hong Kong companies and
to examine the problems encountered when
following a policy of-capitalization
(4) to recommend the issue of an accounting
standard in response to changing business
and economic needs.
I
The Capitalization of Interest Game, Business News, The




The method used in this empirical research is mainly by way of
personal interviews with major business groups in Hong Kong as
indicated in the following section. Published annual reports,
accounting literature, and statutory and regulatory documents are
also examined to obtain the required information input. All the
information thus collected are analysed and grouped as indicated in
the Scope of Study section.
The current accounting practices of borrowing costs by Hong
Kong companies are reviewed. However, since interest represents at
least 99 percent of total borrowing costs, primary focus will be on
interest. Current diversifed and varied practices are noted and
recommendation is made for an accounting standard.
Sources of Information
The writers have jointly interviewed the following organisations:
(1) Property
- Far East Consortium Limited
- Goodyear Estates Limited
- The Hongkong Land Company Limited
- Sun Hung Kai Properties Limited
(2) Shipping
Jardine Matheson & Co., Limited
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(3) utility
- China Light & Power Company, Limited
- Hong Kong Telephone Company Limited
(4) Transportation
- Mass Transit Railway Corporation
(5) Miscellaneous
- The Dairy Farm, Ice & Cold Storage Co.. Limited
- Far East Hotels and Entertainment Limited
- Sun Hung Kai Securities Limited
- Ward ley Limited
All interviews took place during the period from December 1982
to April 1983. The interviewees were all senior finance and
accounting executives of major Hong Kong companies (or their
subsidiaries), all of which but one are listed on the local stock
exchanges. The study was confined primarily to listed companies
because their financial accounts are readily available. The duration
of each interview ranged from one and half hours to three hours with
the average duration being about two hours. All interviewees are
personal acquaintances of one of the writers. They were, therefore,
extremely friendly and co-operative in providing informational inputs
although a few did request their information be applied solely for
the purpose of this study.
Scope of Study
With the information gathered from the above-mentioned sources,
the writers then looked into the following aspects:
(1) Theoretical Arguments (Chapter III)
(a) Capitalization of Interest on Debt
(b) Economic Theory
(c) Imputed Interest on Equity Funds Invested
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(2) Effects of Interest Capitalization (Chapter IV)
(a) General
(b) Effect on Financial Ratios






(4) Pronouncements of Professional Bodies (Chapter VI)
(a) Financial Accounting Standards Board of the U.S.A.
(b) International Accounting Standards Committee
(c) The Australian Accounting Profession
(5) Statutory and Regulatory Requirements (Chapter VII)
(a) Statutory Requirements
(b) Regulatory Requirements
(6) Finally, the study concludes with the recommendation
for the issue of a standard accounting practice





It has been reported that the problem, namely whether or not
interest payments should be included in the cost of an asset under
development, was first put forward by Edwin Guthrie in an article
published in 'The Accountant' in February 1886.1
Presently there are three main bodies of thought found in the
literature in regard to accounting for interest:
(a) account for interest on debt as an expense of
the period in which it is incurred, or
(b) capitalize interest on debt as part of the cost
of an asset when certain conditions are met, or
(c) capitalize interest on debt and imputed
interest on equity capital as part of the
cost of an asset when certain conditions
are met.
The sections which follow contain some of the arguments which
have been proposed in regard to each of the above accounting
alternatives.
Capitalization of Interest on Debt
To enable a full understanding of the conflict surrounding the
1 B. Katugampola, Interest as a Construction Cost Element,
Management Accounting, January 1977, p. 14.
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accounting treatment of interest charges, it is considered necessary
to appreciate some of the arguments that have been put forward in
regard to the first two alternatives.
Comparability of Earnings and the :Matching Concept
The view has been expressed that if
any new... company, which would have to borrow in
order to construct substantial properties reQuiring a
long time to build before the business could get under
way, would have to report a substantial loss for interest
before it ever began to do business.... The interest
is not an operating expense but it is alcost of getting
the property in a condition to operate.
This argument was used to support the view that capitalizatior
was a better treatment than expensing in an instance where funds had
been invested in the construction of a building over a period of twc
fiscal years. To expense the related -interest in the pre-earning
period of a major asset which was being constructed might
significantly distort the comparability of earnings and return on
investment of the company over the period of construction.
Critics of this view feel that to allocate interest only to
assets which have not started to produce revenue-earning services
would mean that revenue-earning would become a determinant of cost.
They note that this would have the consequence of increasing the
balance sheet value of a non-earning asset while an asset which is
revenue-earning will have a declining value in the balance sheet.
For this reason they contend that interest should be expensed. It
is submitted that the latter criticism is unfounded since it ignores
the reality of the situation. An asset which has been constructed
1 Carman G. Blough, Accounting and Auditing Problems, The
Journal of Accountancy, October 1960, p. 80.
8
in most instances will have a cost (and therefore a balance sheet
value) which approximates the value to the firm of its future
benefits as opposed to another asset which is being used in the
revenue-earning process and conseauently over time has a cost which
will reflect its declining future benefit-producing potential.
However, it is not considered appropriate to treat the related
interest charge as part of an asset's cost where such an asset is in
a position or condition to produce revenue-earning services (but is
just not being utilised).
To further support the capitalization of interest as part of
the cost of an appropriate asset, it is necessary to make reference
to the fundamental accounting concept of matching. The matching
concept as envisaged by Statement 105 gives support whereby:
... revenue and costs are accrued..., matched with
one another so far as their relationship can be
established or justifiably assumed,...
Therefore, any cost incurred in obtaining, producing or
developing an asset to be used either directly or indirectly in
revenue-earning operations should he,matched with its related
contribution to revenues and not expensed whilst in the process of
development.
The FASB's dissenting board members to the Statement on Interest
Capitalization however considered that interest is a cost of a
different order from other costs. The reasons they gave were the
following:'
a. cash, the resource obtained, is unique, since it is fungible
and obtained from a variety of sources only one of which
1 Hong Kong Society of Accountants, Statement No.105 Professional
Standards- Statement of Standard Accounting Practice-" Disclosure of
Accounting Policies," January 1980, paragraph 14(b).
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gives rise to a cost recognised in the present accounting
framework, and
b. that interest is the return to lenders on capital provided
by them to an enterprise for a certain period and charging
interest on debt to expense when incurred results in
information in the financial statements of all companies
that allows the return earned on capital during a period to
be readily related on a comparable basis to the capital
existing during that period. 1
In conclusion, Paton and Littleton saw no reason, in theory, why
the terms, 'cost', 'costs attach' and 'matching costs and revenue'
could not be applied to interest cost as they are to other costs-2
Specific Identification of Debt with an Asset
Some feel that where it can be shown that the funds used to
finance the acquisition of an asset under development were those
acquired by a specific borrowing, the corresponding interest should be
allocated as a cost of the asset.3 For instance, where a newly
acquired asset is secured in regard to a loan made at approximately
the same date, this is considered evidence that the funds used were
those specifically obtained from the debt. Similar evidence would be
the specifying in a debt instrument of the purpose for which the funds
1
FASB Statement No.34:" Capitalization of Interest Cost",
October 1979, pp. 9- 10.
2
W.A. Paton, and A.C. Littleton, An Introduction to Corporate
Accounting Standards, p. 11, cited in George J. Staubus, "Payments
for the Use of Capital and the Matching Process, "The Accounting
Review, Volume 27 1952, p. 108.
3
Glenn Jones, "An Argument for Capitalizing Interest on Debt",
The Woman CPA, April 1979, p. 13.
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are to be used. In support of this, others have expressed the view
that where a decision to acquire an asset necessitates a borrowing
being made, the interest cost is an unaviodable consequence of the
decision to acquire such an asset. If the organisation is paying
interest on a debt, the funds of which have been invested in a
particular developing asset, then it is reasonable to associate the
interest incurred with the asset.
FASB Statement No.34 states that the amount of interest cost to
be capitalized should be the amount that theoretically could have been
avoided during the acquisition period (for example, by avoiding
additional borrowings or by using the funds expended for the assets to
repay existing borrowings) if expenditures for the asset had not been
made. I
The statement permits use of the rate(s) on specific new
borrowing(s) associated with a qualifying asset and provides that an
average rate shall be applied to expenditure not covered by specific.
new borrowings.2
In contrast to this statement on interest capitalization are
IAS 2 and IAS 11. IAS 2 states that
overheads other than production overhead should be
included as part of inventory cost only to the extent
that they clearly relate to putting the inventories in
their present location and condition.3
and further that
..., and interest are usually considered not to
1
FASB Statement No-34: "Capitalization of Interest Cost",
October 1979, p. 4.
2
Ibid., p. 26.
3 International Accounting Standards Committee, IAS 2, "Valuation
and Presentation of Inventories in the Context of the Historical Cost
System," October 1975, paragraph 22.
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relate to putting the inventories in their present
location and condition.1
IAS 11 considers that
the costs included... should comprise those costs
which relate directly to a specific contract and those
that are attributable to the contract activ ty in general
and can be allocated to specific contracts.
IAS 11 further considers that an example of a cost which
usually cannot be related to a specific contract is finance costs.
However, it does recognise that in some cases finance costs are
specifically attributable to a particular contract and therefore
included in contract costs.3
Comparability of Asset Values
It can be argued, that where a policy of capitalizing interest on
debt exists, there will be non-comparability of asset values between
organisations and therefore interest should be expensed. This
situation could arise even if the assets being compared were identical
in all the circumstances surrounding their acquisition. A firm
financing its assets with debt capital could capitalize the related
interest thereon whereas a firm which did not have debt could
not. Whilst this argument has been used to advocate the expensing of
interest it has also been used to support the capitalizing of an
imputed interest charge on equity funds as well as the interest on debt.
1
International Accounting Standards Committee, IAS 2,
"Valuation and Presentation of Inventories in the Context of the
Historical Cost System, "October 1975, paragraph 12.
2 International Accounting Standards Committee, IAS 11,
"Accounting for Construction Contracts, "March 1979, paragraph 44.
3
Ibid., paragraphs 18- 19.
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Conversely some supporters of interest capitalization have
used the argument that similar assets should have costs which are
comparable. They maintain that the cost of an asset which is self
constructed, should be shown at a cost, which approximates the cost
of an asset purchased in a 'turnkey' situation. Since an asset,
which is purchased in a ready-to-use condition, will contain as part
of its cost the cost of funds used by the supplier in constructing
it, they feel that the cost of a self constructed asset, should
contain an interest charge for funds used in its construction.'
Therefore, they hold the view that capitalization results in a
greater degree of comparability between the costs of those assets
constructed or produced within the enterprise and purchased assets
(the price of which takes borrowing costs into account). 2
The Quality of Earnings
Some critics of interest capitalization maintain that treating
interest as a period expense results in financial statements giving
a better indication of the future cash flows of an enterprise.3
However, this is a general criticism of accrual accounting and as
the latter is generally accepted to be a better form of accounting
than cash accounting, the above criticism holds little weight.
A Practical Solution
Lastly, in capitalizing interest many practical problems
I
Harold Bierman, Jnr., "Interest During Construction," The
Chartered Accountant in Australia, August 1975, p. 9.
2
International Accounting Standards Committee, Exposure Draft
24, "Capitalization of Borrowing Costs", November 1982, p. 2.
}
3 Ibid., p. 2.
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arise. Some of these relate directly to the policy of capitalization
such as the difficulty in measuring the cost of capital. Other
problems arise as an indirect result of such a policy, such as those
which relate to consolidated financial statements.
Economic Theory
Economic theory places great importance on the concept of
'opportunity cost' as a determinant of cost. As Richard Lipsey
t nt0C•
The cost of using inputs in particular ways is measured by
the value that could Ihave been produced if the inputs were used
in alternative ways.
The 'inputs' referred to here are 'factors of production' which
in economic terms are natural resources, labour and capital.
Sometimes a fourth, entrepreneurship is added to these. To
illustrate this concept W.S. Jevons took the example of a tree, newly
planted in a forest and wine which was subject to an ageing process,
to illustrate the point that one should add an interest charge
representing the opportunity cost (foregone alternatives) of tieing
up capital in these assets and compound it over their formation
periods. 2
eriod s.2 In expanding further on this aspect he stated:
The French engineer and economist, Minard (1850),
fully understood this point of finance, and showed that
in the case of some public works, such as the great
digue (sea-wall) of Cherbourg harbour, and canals, the
execution of which is allowed sometimes to drag on for
half a century before any adequate result is returned,
the real cost is incomparably greater than it is
represented to be by merely stating the sums of money
exvended.3
i
Richard G. Lipsey, An Introduction to Positive Economics,
p. 217.
2





It must be noted that Jevons was not referring to the accounting
treatment of interest but that the aggregate interest cost, as
compounded, was part of the asset's cost and was to be taken into
account.
Lipsey also states:
The cost of any input is what the firm myst give
up in order to obtain the use of that input.
This statement encompasses the concept of opportunity cost but it
must be noted that it is broadly interpreted. For instance, the cost
of a hired or purchased factor is the price paid for the use or
ownership of such a factor. The cost of one week's labour is the
amount that the firm must pay out in order to obtain the use of such
labour. Similarly the cost of using capital (as a hired factor) is
the amount necessary to induce investors to supply capital to the
business.2 Therefore it is clear that the concept of opportunity
cost is not always at variance with the accounting concept of cost.
It is submitted in conclusion then, that economic theory
recognises the cost of a particular asset to include the cost of
capital invested therein. Further, this cost is not always an
arbitrary or assumed opportunity cost but a cost actually incurred by
the firm for the use of such capital.
Imputed Interest on Equity Funds Invested
This alternative takes the view that if interest on debt is to
be capitalized then the cost of shareholders equity (and possibly
L
Richard G. Lipsey, An Introduction to Positive Economics,
p. 213.
2
Robert N. Anthony, Accounting for the Cost of Interest, p. 11.
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other credit balances) should be recognized and consequently
capitalized as part of the asset cost. This view is consistent with
economic theory as propounded above. In fact, the term 'imputed
cost' is derived from economic theory and is used to denote the
opportunity cost of factors for which no payment to outsiders is
made. That is, imputed cost is the cost of owned (as opposed to
hired) factors of production.I
Since there is no definitive interest payment for equity funds
used, the cost would have to be imputed. Kohler defines 'imputed
interest' as:
Interest on investment entered on the records as
a financial expense, although no contractual liability
exists therefor. The expense becomes a part of total
expense, but, since the corresponding credit is 5egarded
as revenue, the net effect on net income is nil.
However, net income might be affected if imputed interest is
capitalized, depending on how the corresponding credit is accounted
for.
Whilst this concept has not found wide acceptance in accounting
circles, certain prominent accountants in the U.S.A. such as
Philip L. Defliese and Robert N. Anthony have strongly advocated
that such a cost should be recognised and accounted for.
The sections that follow contain some of the arguments which
have been proposed, both for and against imputed interest being
recognised and included in the charge to be capitalized.
Source of Funds and Comparability
The main argument advocating imputed interest recognition has
L
Richard G. Lipsey, An Introduction to Positive Economics,
p. 214.
2
Eric L. Kohler, A Dictionary for Accountants, p. 249.
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been the view, already mentioned, that funds from debt are not the
only sources of finance used by an organisation. As a result, if
only interest on debt were to be recognised the carrying values of
identical assets between enterprises would in most cases not be
comparable. I Further, the reported profits of the two enterprises
would differ even if they were identical in all respects other than
their sources of capital.2 To recognise an imputed interest cost
on all funds used, would avoid this. As previously noted, opponents
of this view, whilst appreciating the fungible nature of cash, state
that incomparable asset values are inevitable in historical cost
accounting.
Entity and Proprietary Theories
The entity theory, having gained wide acceptance by accountants
in recent years, has been used by Defliese, Anthony and others to
support the recognition of the cost of equity capital in accounting.
This theory views the enterprise as a body separate from its
shareholders and creditors. On this basis, equity capital becomes
just another source of funds to the entity with management deciding on
the best mix between debt and equity capital.3 Therefore, since it
is appropriate to measure the cost of debt capital, it is equally
appropriate to measure the cost of equity capital, because both are
being provided by outsiders.4 Further it is considered consistent
1
Robert N. Anthony, Accounting for the Cost of Interest, p. 25.
2
Philip L. Defliese, an address before The Economic Club of
Detroit in March 1975, cited in Leopold Schachner, An Accounting for
the Cost of Equity Capital, The CPA Journal, December 1975, p. 13.
3




with economic theory since both debt and equity capital are regarded
as hired factors of production and their costs would be the amount
expended to secure the use of such factors.
Proponents of the proprietary theory would necessarily disagree
with the above. They consider equity shareholders as being the
owners of the assets, whilst the liabilities are also those of the
shareholders or proprietors. Hence there is no point in recording
the cost of equity capital separately from the profit earned by the
firm, since both the cost as derived and the profit would belong to
the proprietors.I In economic terms, equity capital here would be
considered an 'owned' factor of production and thereby have as a cost,
an opportunity cost. So to suggest the recognition of a cost of
equity capital in the accounts under this theory is to suggest the
recognition of an opportunity or assumed cost.
W.A. Paton who is credited with first propounding the entity
theory stated:
To... contend that there must also he an accounting
for the implicit economic cost of using the funds
provided by the residual eauity, is to get into very
unpromising territory-2
The question now arises as to whether equity tunds do have a
recognisable and measurable cost.
the cost or r.Quity capital
Anthony points out that equity funds do have a cost since
investors would not furnish capital to a business unless they
anticipate receiving a reward for doing so. Such a reward is the sum
of dividends received plus an appreciation in the market value of the
I
Robert N. Anthony, Accounting for the Cost of Interest, p. 2.
2 William A. Paton and William A. Paton, Jr., Asset Accounting,
p. 478.
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shares.1 Some consider that the total dividend, including the
liquidation dividend, distributed over the life of the enterprise,
less funds originally contributed, is the cost incurred by the
enterprise for the use of equity capital. Opponents of this view
state that this is the same as the lifetime profit of the enterprise
and therefore it cannot be said that periodic net income, which is
calculated as a periodic approximation of this lifetime profit is a
cost. It is submitted, however, that the answer to this apparent
anomally depends on whether the entity or proprietary theory is
accepted.
If equity capital is considered to have a cost, then it is not
possible to look at the dividend distribution in any year as such a
cost. This is so because dividends are varied at the discretion of
management. To cope with this problem it has been suggested that a
charge, considered 'normal', should be imputed for each period and any
difference between the actual dividend paid and the imputed charge
considered an accrual or deferment. Opponents of this view state
that dividends, though payments by the, enterprise, are contingent upon
profits and can be varied at the discretion of management which
disqualifies them from being considered a cost.
It has been pointed out that the most serious challenge to the
concept of imputed interest is the feasibility of setting an
objective rate for the cost of equity capital.2 It is accepted by
supporters of the concept of imputed interest that such a cost cannot
be determined with any degree of accuracy and therefore this cost has
to be approximated or imputed. Opponents of this believe that since
1Robert N. Anthony, Accounting for the Cost of Interest, p. 15.
2Leopold Schachner," An Accounting for the Cost of Eauity
,apital," The CPA Journal, December 1975, p. 16.
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no precision or accuracy can be obtained it follows that no such cost
should be imputed. In response to this Anthony believes that a close
approximation of such a cost is better than ignoring the problem
entirely. He points out that accounting is in no way precise and
that there are many other costs, such as depreciation, which are
based on estimates of an unknown future, but are nevertheless
acceptable.I L. Schachner supports the latter view, since he
maintains that useful data obtained by reasonable approximation and
capable of being substantiated by an independent investigator is more
important than no data at all.2
The Prudence and Realisation Concepts
By capitalizing an imputed cost, the amount of reported income
might be inflated during years of capitalization and depressed in
later years by amortization thereof. Some opponents of imputed
interest feel that this contradicts both the prudence and realization
concepts.
Anthony, in response to this criticism, believes that his
proposal satisfies both of these fundamental concepts. He has
proposed that the credit be taken directly to shareholders' equity
during periods of capitalization and that since the realization
concept is one which relates to revenues and not shareholders'
equity, he considers that his proposal does not contradict this
concept. He goes on to say that the proposal is not imprudent since
the income statements would not be credited with the capitalized
1 Robert N. Anthony, Accounting for the Cost of Interest, p. 20.
2 Leopold Schachner, An Accounting for the Cost of Eauity
Capital, The CPA Journal, December 1975, p. 14.
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amount during the years of capitalization.1 It has further been
noted that such a procedure of crediting an account in shareholders'
equity, suitably described as not being part of income, with the
imputed interest would not affect reported net income. This would be
so because firstly during the years of capitalization there would be
no credit to the income statement and secondly, during later years
amortization of the capitalized cost, as the asset is utilised, could
be set off by an equal charge from the account established in
shareholders' equity.
The FASB's Standpoint on Imputed Interest
The FASB in their Statement No-34 have concluded that the cost
of financing expenditures for -a qualifying asset should be measured
by assigning to the asset an appropriate portion of the interest cost
incurred on borrowings during its acquisition. Some Board members
believe that there is a valid conceptual argument for measuring the
cost of financing acquisition of qualifying assets on the basis of
the enterprise's cost of capital, which would include imputed
interest on equity capital. However, all Board members agreed that
the recognition of the cost of equity capital does not conform to the
present accounting framework. In the present accounting framework,
the cost of a resource is generally measured by the historical
exchange price paid to acquire it. In the absence of a historical
exchange price, the cost of equity capital is not reliably
determinable.
Some assenting Board members believe that it may be appropriate
at some time in the future to consider whether the cost of equity
capital should be recognised within a framework of financial
1 Robert N. Anthony, Accounting for the Cost of Interest,
pp. 20, 30 and 31.
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reporting that continues to be based primarily on historical cost.
Conclusion
It is submitted that, in considering the views which have been
expressed on all three alternatives, there is no clear conceptual




THE EFFECTS OF CAPITALIZING INTEREST
The General Effect
The general effect on the reported results of an enterprise is
such that there will be a positive effect on both income and the
costs or stated values of the relevant assets during periods of
capitalization. During the periods which follow there will either
be no effect, or a negative effect on reported income, depending on
the assets's intended use or disposal and any particular accounting
policy relating to the assets on which interest has been capitalized.
In determining the effect of a policy of interest
capitalization on the results of operations, as opposed to a policy
of interest expensing, it would be necessary to consider the factors
included in the following sections.
The Amount of Interest Capitalized
Published accounts of most companies do not disclose the
magnitude of borrowing costs nor the basis on which borrowing costs
are accounted for. An examination of the annual financial
statements of certain listed and unlisted companies revealed the
following about the effect that interest, and its subsequent
capitalization, can have on reported income (Appendix 1):
(a) Interest incurred constituted as much as 160 percent of
profit after taxation and minority interests.
(b) Interest capitalized constituted as much as 49 percent of
profit after taxation and minority interests.
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(c) Up to 60 percent of interest incurred was being
capitalized.
These figures indicate firstly that considering the size of
the interest expense component, there is the possibility that
interest could be extensively capitalized and thereby have a very
material effect on net income, and secondly, that in view of the
extent to which interest is being capitalized, very different
profits or losses would be reported if such a policy were not
followed. Therefore to make meaningful comparisons of the
performance of two similar enterprises which may pursue different
accounting policies in regard to interest, it is submitted that the
effect of interest being capitalized must be determined.
The Intended Disposal or Use of the Asset
Capitalizing interest on assets which form part of inventory
will have relatively little effect on reported income depending on
the length of the turnover period which characterises such inventory.
-Where such a turnover period is short, the inventory will normally
be realised in the same period as the interest is incurred, thereby
increasing the cost of sales and decreasing eventual net profit by
the same or a similar amount as would be the case if the interest
was expensed. However, the precise effect of capitalizing interest
as part of the cost of inventory will depend on the method of
inventory valuation in use (such as LIFO), as well as whether there
have been any changes in the rates used to capitalize interest from
one period to the next.
Similarly, where interest is capitalized as part of the cost
of an asset which is subject to depreciation the interest component
of such cost will be allocated to expense over the depreciation
period of that asset. Therefore initially there will be positive
24
effect on net income, whilst in the long run there will be no effect.
Conversely an asset which is not being depreciated such as land and
buildings, will, if the same depreciation policy is applied to its
interest cost component, have a considerable effect both in the
short and long run since such a policy will have a positive effect
on income during capitalization and thereafter there will he no
reversing effect.
Therefore it is necessary when considering the effect that
interest capitalization may have on net income to note the intended
use or disposal of such assets and the amounts so disposed in any
one financial period.
Interest Written Off as Part of Asset's Cost
Where, as a result of capitalizing interest the cost of an
asset exceeds market value, that asset may be written down. In such
an instance the interest so capitalized could he said to be wholly
or partly responsible for the asset cost exceeding market value,
-since if the interest were expensed, the excess cost would either
have been less or not arisen, thereby resulting in a lesser or no
writedown.
Therefore to gauge the effect of a policy of interest
capitalization in any period, it is considered necessary to establish
the amount of capitalized interest so written off.
Method Used to Account for the Asset
In the case of a long term contract being accounted for on the
percentage of completion method, as opposed to the completed contract
method, interest being capitalized would not have a significant
effect on income generally. This is because income from the contract
or project is recognised during the same period as the interest is
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incurred and therefore matching is obtained. However, to determine
the precise effect, it would be necessary to take into account the
particular method used by the enterprise in arriving at reported
periodic profit from long term contracts.
The Effect on Financial Ratios
The effect on income as shown above would affect any ratios
based on such income. Of importance is the earnings per share ratio
(EPS). In a survey conducted in the U.S.A. it was found that when
pro forma EPS amounts were calculated, based on expensing capitalized
interest, the effect on primary EPS, ranged from a decrease of
296.83 percent to less than one percent.' A similar calculation
based on the annual financial statements of Swire Pacific Limited
for the year ended 31 December 1981 revealed the following effect on
their EPS ratio:
EPS based on published earnings
'A' shares 207.92 cents
'B' shares 41.58 cents
EPS based on earnings as adjusted to expensing capitalized
interest
'A' shares 171.61 cents
'B' shares 34.32 cents
Percentage decrease in EPS 17.46 percent
While these figures cannot be generalised they do indicate the
possible effect that a policy of interest capitalization can have or,
the EPS figure. The effect on EPS would in turn affect the earnings
yield and price earnings ratios since these are dependent on the EPS
figure.
1 Peter P. Lockett, "Capitalization of Interest in the Light of
Recent SEC Developments," The CPA Journal, January 1975, p. 34.
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Ratios which measure earning power such as the return on,total
assets and return on owners or ordinary shareholders equity would
also be affected, but not to the same extent as earnings or income.
This is because the numerators and denominators of these ratios
increase as a result of interest capitalization. However, the
numerator would increase (if smaller than the denominator) to a
greater extent, than the denominator as a result of interest
capitalization and therefore these ratios are still affected by such
a policy.
In conclusion, it is submitted that the most significant effect
of capitalization of interest is on net income and financial ratios
used in evaluating the performance of a company in regard to
income. Further, it is necessary to take into account all the
factors mentioned above, before this effect can be calculated with
any degree of accuracy. Conseauently it is submitted that present
reporting practices in Hong Kong, which are mainly limited to
disclosing the amounts of interest charged to the profit and loss
account, are not sufficient to enable financial statement users to
make such a calculation accurately.
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CHAPTER V
CURRENT ACCOUNTING PRACTICES AND RELATED PROBLEM AREAS
As mentioned in the previous chapter, published accounts of Hong
Kong companies do not disclose the magnitude of borrowing costs nor the
basis on which borrowing costs are accounted for. In an attempt to
study the current accounting practices by Hong Kong companies,
finance and accounting executives of twelve companies from seven
major commercial and industrial sectors were interviewed and the
findings are summarised in the following paragraphs. The study
reveals that varied and diversified accounting practices are being
followed. However one common feature is that interest cost accounts
for more than 99 percent of the total borrowing costs of all the
companies. The study therefore focuses on the accounting practices
for interest cost with less emphasis on the marginally wider scope
of borrowing costs.
Property
The business of property companies is property development,
either for rental purposes or for sale on completion. Rental
properties are held as long term investments and are classified for
balance sheet purposes as fixed assets. Properties held for sale
are classified as inventory and included in current assets in the
balance sheet. Properties under development, where a decision has
not been made as to whether being held for rental or sale, are
either included in fixed assets or shown as a separate item between
fixed and current assets in the balance sheet. In all cases,
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borrowing costs, which include primarily interest and other
financing charges, such as management fees and commitment fee, are
capitalized during the period of development.
It is a common practice, for administrative convenience and for
tax and legal considerations, for companies to form a wholly-owned
subsidiary, normally nominally capitalized, to undertake an
identifiable property development. The subsidiary company will then
borrow its requirement from or through the parent company.
Similarly in the case of a joint venture, the usual practice is for
each partner in the venture to inject only a small amount of equity
capital. The balance of funding is provided either as interest
bearing loans from the joint venture partners or else the joint
venture will borrow from third parties with guarantees by or letters
of comfort from each of the partners. This has the advantage of
keeping the loan off the balance sheets of the joint venture
partners and improving their respective debt equity ratios.
The Hong Kong property market is dominated by a few large
business groups whose diversified interests complicate the
accounting for borrowing costs because of the complexity of intra
group financing.
The Amount of Interest Cost Capitalized
It has been noted that property companies are highly leveraged.
Where a property company develops a single property and the financing
is provided by a third party, the amount of interest cost and the
portion to be capitalized are straightforward because the company
only has one asset against a single debt. Intra group financing by
large property groups complicates the matter. A subsidiary's
borrowing is usually monitored by the group's centralised treasury,
with borrowings coming either from the parent company directly or from
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a fellow subsidiary.
Interest is charged to subsidiaries by the treasury at rates
which will result in maximum tax savings to the group. In one group
rates are determined sometime after the year end when the results of
the group are known. This is possible because the intra group
financing is usually not covered by formal agreements. In another
group, normal commercial rates apply. These are rates which the
parent company believes the subsidiary can borrow on its own from a
third party.
The amount of interest cost capitalized is normally interest
paid on loans during the period of development. In the case of a
subsidiary, it is not difficult to associate the debt with the asset
for the purpose of interest capitalization. However, because of
intra group financing, it is rather difficult, from the holding
company's viewpoint, to associate an asset with specific debt. In
one case interest is capitalized in the accounts of the subsidiary
and consolidation accounting adjustments are made to eliminate
interest not related to external borrowing. This is to limit
borrowing costs capitalized only to the extent that is actually
incurred. One major group has borrowed most of its development
financing in the form of general purpose loans. Interest is
capitalized by applying annual average rate of gross interest paid
to the cost of capital projects in progress undertaken by its
subsidiaries.
Pre-sale of properties is very common in Hong Kong. Under
current government regulations, the deposit monies received from
pre-sale of properties in certain areas are held in trust accounts
although the developer may apply such deposits for payment of
development rusts. This in effect reduces the interest to be
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capitalized as borrowing has been reduced below the level which
Would otherwise be necessary.
Capitalization Period
It is usual practice to capitalize interest when the first
expenditure on the property is made and interest cost is being
incurred, commencing with the payment for the whole or part of the
purchase cost of the land. However interest cost on borrowing to
finance the purchase of a Letter B, which is a right enabling the
holder to auction for development land in the New Territories, is
not capitalized although the cost involved can be very significant.
The conservative practice is adopted by property companies because
this right has a time restriction over which it must be exercised or
else it will lapse and become worthless. Interest capitalization
continues whether or not development activities are in progress. In
other words, interest will continue to be capitalized during the
period, when no or practically no development work is carried out.
It is the practice to use the date of issuance of an
occupation permit by the Public Works 'Department as a cut-off date
for ceasing interest capitalization. The issuance of the permit
follows a process of examination by various government departments
on safety standards. It is also the date when the property is
accepted for safe occupation. In the case of buildings completed in
parts, interest capitalization ceases on each part when it is
substantially completed and ready for use.
Where an existing building with unexpired tenancy is purchased
for re-development, interest is normally expensed until the time
when rental ceases to accrue.
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Special Features and Problem Areas
The practice of capitalizing borrowing costs for inventory in
the property sector differs from other sectors where inventory turns
over faster. Rapid turnover undermines the effect of capitalizing
borrowing costs in those cases. In addition, the informational
benefits are not worth the accounting effort. The property sector
adopts the practice of capitalizing borrowing costs because the
production cycle extends over a significant period which normally
exceeds one year.
The current state of the property market poses the problem of
whether capitalization of borrowing costs should continue even where
it results in the total capitalized cost of the property exceeding
net realisable value. The policy followed varies, some companies
continue to capitalize interest until the issuance of the occupation
permit. However provision is made for the shortfall between the
total capitalized cost and the net realisable value at the balance
sheet date. In other cases, interest ceases to be capitalized as
soon as the carrying value of the property, after interest
capitalization, exceeds net realisable value, but recommences when
the condition reverses.
Shipping
The business of shipping may include ship owning, ship
management and shipping agency. Well established shipping companies
in Hong Kong usually engage in all or most of the above activities.
This study is confined to ship owning companies.
The set up of shipping companies is very similar to property
companies. Again for administrative convenience and legal and tax
considerations, one shipping company normally owns one ship. Joint
ventures are also very common. Ships are either time-chartered or
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hare-boat chartered to operators within or outside the group.
Through technological development, the period to build an
average size ocean-going vessel has been substantially reduced in
the last two years from one and a half years to nine months.
Shipping companies generally can obtain from banks construction
financing up to 80 percent of the building cost. The balance is
financed by eauity or an interest free loan from the parent
company. Four progress payments are usually required, the first 10
percent is paid on signing of the shipbuilding contract, a further
15 percent is payable on keel laying. Three months thereafter when
the ship is ready for launching, another 25 percent will be paid or
remitted with the balance of 50 percent payable on delivery.
Amount of Interest Capitalized
The accounting practice for interest costs depends on whether
the borrowing is used to finance the construction of a new ship or
the purchase of a second-hand ship. Since a second-hand ship is
ready for its intended use, interest on the borrowing is expensed.
It is however a common practice to capitalize interest on borrowing
for the construction of new ships.
Capitalization Period
Borrowing costs, which include interest, management and
commitment fee, for pre-delivery financing are capitalized.
However, there were cases where the buyer's delayed taking delivery
of the ship until a charter could be fixed. Such an arrangement
with the shipbuilder will result in extra payments of pre-delivery
interest cost.
Therefore the general practice is that the capitalization
period shall cease when the asset begins to generate revenue against
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which interest expense for post-delivery will be charged. It is
also the practice for ship owners to capitalize unrealised loss on
foreign exchange before delivery of a new ship. Some companies
however cover the foreign exchange risk through forward foreign
exchange contracts.
Problem Areas
With a very depressed market in all segments of the shipping
industry, shipping companies also experience significant diminution
in the value of their asset portfolios. A new ship contracted for
in years 1981-82 for recent delivery may face a significant decline
in market value. Critics now question the wisdom of shipowners
maintaining a policy of interest capitalization during a depressed
state of the market since it may result in a shortfall between the
carrying value of the ship and its net realisable value.
Utility
Two utilities companies were interviewed. Their accounting
practice on borrowing costs is however fundamentally different.
China Light Power Company, Limited
The Company, which is the biggest utility company in Hong Kong,
generates and distributes electricity for the Kowloon peninsula and
the New Territories of Hong Kong. Over the past two decades, the
Company has expanded rapidly its generation and distribution network
to keep pace with the steep rise in electricity demand of the
fast-growing Hong Kong economy. Heavy expansion expenditures had to
be supported by external borrowings. Annual borrowing costs were and
are significant.
Being an utility company providing an important infrastructural
support to the economy, the Company's activities are regulated by the
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Hong Kong Government through a scheme of control. The scheme
consists of the agreement dated 27 February 1978 made between the
Hong Kong Government, China Light Power Company, Limited, Eastern
Energy Limited, Peninsula Electric Power Company Limited and Kowloon
Electricity Supply Company Limited, as amended by a supplemental
agreement dated 7 April 1978 whereby the Company conforms its
financial affairs and accounting policies to the rules stipulated
therein.
Section 4(l) of the scheme of control permits return of the
Company to be 13.5 percent of the average net fixed assets and 1.5
percent of shareholder investments made after September 30, 1978 for
acquiring fixed assets.
The accounting policy on treatment of borrowing costs has
special relevance because it determines the borrowing costs to be
capitalized and therefore the final amount of net fixed assets.
Consequently, it affects the permitted return the Company is allowed
to earn and also affects eventually the amount of the electricity
charges that the consumer public have,to shoulder.
The amount of borrowing costs capitalized
and period of capitalization
Section E(2) of the Scheme requires interest on long term
borrowed capital arranged for the financing of fixed assets to be
incorporated in capital expenditure if payable prior to or accrued at
commissioning and to be charged to operating costs if accrued and
payable after commissioning. The issuance of a commissioning
certificate by the project engineers is the cut-off point.
Section E(l) of the Scheme requires interest payable on consumer
deposits and bank overdrafts to be charged to operating cost. Because
of the requirement under Section E(2) of the Scheme, an elaborate
book-keeping system is required to identify the application of the
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proceeds of long term loans. Major capital items financed by
suppliers' credits, with support of Export Credit Guarantee Department
of Britain, are easy to keep track of. However, it is extremely
laborious, if not impossible, to follow smaller items, particularly
since they may be purchased for inventory and applied to capital
projects only as and when required. Although the purchase order
records and inventory records carry markers to identify items to
their source of financing, a nominal interest amount is added on to
the purchase cost to simplify the accounting procedures.
Prior to 1982, realised exchange differences and unrealised
exchange losses relating to the purchase of fixed assets up to the
date of commissioning were incorporated in the cost of the fixed
assets. Unrealised exchange gains relating to non-commissioned fixed
assets were deferred and included in current liabilities. On the
date of commissioning, unrealised exchange gains are incorporated in
the cost of fixed assets. This accounting policy however has been
changed in 1982. Since then, all unrealised exchange losses are
carried forward in an exchange fluctuation account until realised, at
which time they are charged to the profit and loss account. The
directors of the Company considered that this new policy will give a
fairer presentation of the results and financial position of the
Company.
Problem area-
The Scheme permits interest cost on'short-term and general
purpose loans to be charged against profits, although they may
effectively be related to financing fixed asset acquisition. The
procedure is applied apparently for simplicity reasons and
administrative convenience. The effect on the public is however hard
to determine.
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}ong Kong Telephone Company Limited
Since 1975, the Company has adopted the policy of expensing
311 interest cost. The current practice, adopted out of financial
arudence and administrative convenience complies with the
requirements under the scheme of control effective January 1976.
This practice however does not follow the recommendation of the
Commission of Inquiry referred to below.
It is worth noting the inconsistent accounting policies
adopted by the company for interest cost prior to 1975.
Prior to 1966, interest on deferred instalments was charged to
the profit and loss account when the instalments fell due. In the
years 1966 to 1975, interest on loans by Exporters' Refinance
Coporation to finance the cost of equipment manufactured in the
United Kingdom was capitalized as and when paid through bills of
exchange. Interest continued to be capitalized after the relevant
fixed asset had become operational. Whereas expensive equipment
manufactured in Germany and payable on cash terms were financed out
of the Company's enormous overdraft account- interest thereon was
charged to the profit and loss account. The policy change in 1966,
from an interest expense concept to an interest cost concept, was
based on the fact that the interest payable was a specific and
identifiable cost of each individual telephone exchange equipment
and, as such, was part of the cost of the equipment. Similarly, the
capitalization of interest beyond the date on which an exchange
equipment came into service, was viewed as a special but consistent
case basis for the same reasons.
In 1975, a special Commission of Inquiry was appointed by the
Government to inquire into the activities of the Company. The
report of the Commission of Inquiry recommended that the amount of
interest to be capitalized by the Company should only he the amount
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charged during the period of construction and/or installation. This
is to apply to all assets the acquisition of which has been financed
either on deferred payment terms or from other general purpose loans
or overdrafts. Any interest charged after the asset has been
brought into use should be reflected in the profit and loss account.
The Commission appreciated that the accounting effort to calculate
the amount of interest to be capitalized (both under deferred
payment terms and other loans and overdrafts) up to the point when
the asset becomes operational would be a lengthy and complicated
exercise. The Commission suggested that the amount of interest to
be capitalized should be calculated monthly on the following basis:-
Average cost of fixed assetsAverage rate of interest for
in transit, or in the courseall net borrowings during the
of construction and/ormonth
installation during the month
Transportation
The Mass Transit Railway Corporation was interviewed.
The Corporation constructs and operates the Hong Kong
underground railway system. The first and second phases of the
construction, namely the Modified Initial System and the Tsuen Wan
Extension, have been completed and have commenced commercial
operation. The third phase, the construction of the Island Line,
is now in progress and is scheduled to be completed in 1985.
The Corporation adopts the policy of capitalizing finance costs
on projects until commencement of operation. Thereafter, the portion
attributable to the financing of net operating assets is charged to
the profit and loss account. Finance costs include interest,
discount on bills payable, commitment fees, management fees, legal
x
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fees and the like incurred in loan raising and loan management, and
realized exchange loss on loans prepaid and repaid.
Since there are three distinct development phases, the
capitalization process is fairly simple. Finance costs on debts
specifically related to the three development phases up to the date
of commercial operation are capitalized. This includes interest on
export credit facilities, foreign currency loans and suppliers'
deferred credit, which can be related to specific civil, mechanical
and engineering contracts of each of the different phases.
Finance costs which cannot be specifically identified with any
of the three development phases are apportioned between capital and
revenue using the following formula:
Capital expenditure to
Gross finance costs date on incomplete phases
Capital expenditure Capital expenditureon general purpose
loans to-date on incompletedto date on phases
completed phases
The capital expenditure to date is adjusted to include specific
current assets and current liabilities which may relate to each of
the development phases.
Problem Area
The formula used in the apportionment of general purpose loans
appears to have no theoretical base. There is no direct
relationship between the amount of finance costs to the amount of
capitalized expenditure of each of the development phases.
In addition, the computation is performed at the end of each
month. Projects completed at the beginning or end of the month may






Property, shipping and utility are capital intensive
industries. The amount of borrowing costs and the accounting
treatment thereof have a relatively significant effect on reported
earnings as compared with other industries. To extend the coverage,
the writers interviewed a hotelier, a manufacturer and two financial
intermediaries. These industries were chosen either because of their
importance or growing importance to the Hong Kong economy.
Hotelier
The hotelier owns serveral hotels locally and abroad, most of
them were bought as existing businesses. Borrowing costs incurred
for financing acquisition of new hotels or operating existing ones
are expensed.
Manufacturing
A food and beverage company was interviewed. The manufacturing
division of the company comprises a dairy product plant and three ice
manufacturing plants. The company generally follows a policy of
expensing interest and related costs. However, the company also has
a policy to capitalize interest and related costs during the
development stage of a capital project if the period of development
extends over a significant period and the amount involved is
material. This practice was followed, for example, in the recent
development of the company's warehouse.
Financial Intermediaries
A merchant bank and a stock and investment broker were
interviewed. Whilst borrowing costs are significant, they merely
form part of the operating costs of the companies and hence are
charged to the profit and loss account.
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CHAPTER VI
PRONOUNCEMENTS OF PROFESSIONAL BODIES
In the previous chapter, it was noted that varied practices
are followed by Hong Kong companies in the accounting for borrowing
costs. It has also been mentioned earlier that there is no
accounting standard in Hong Kong for accounting for borrowing costs.
Before attempting to suggest an accounting standard for Hong Kong
companies, the writers have reviewed the standards issued by
professional accounting bodies on the subject. The following
paragraphs summarise the pronouncements. Some of these have already
been mentioned in the theoretical arguments surrounding interest
capitalization.
Financial Accounting Standards Board of the U.S.A.
In 1979, the FASB issued the first authoritative pronouncement
on accounting for capitalization of interest in its Statement No.34
"Capitalization of Interest Cost."
This Statement establishes standards of financial accounting
and reporting for capitalizing interest cost as part of the
historical cost of acquiring certain assets. To qualify for interest
capitalization, assets must reouire a period of time to get them
ready for their intended use. Examples are assets that an enterprise
constructs for its own use (such as facilities) and assets intended
for sale or lease that are constructed as discrete projects (such as
ships or real 5state projects). Interest capitalization is reouired
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for those assets if its effect, compared with the effect of expensing
interest, is material. If the net effect is not material, interest
capitalization is not reauired. However, interest cannot be
capitalized for inventories that are routinely manufactured or
otherwise produced in large Quantities on a repetitive basis. The
interest cost eligible for capitalization shall be the interest cost
recognized on borrowings and other obligations. The amount
capitalized is to be an allocation of the interest cost incurred
during the period reQuired to complete the asset. The interest rate
for capitalization purposes is to be based on the rates on the
enterprise's outstanding borrowings. If the enterprise associates a
specific new borrowing with an asset, it may apply the rate on that
borrowing to the appropriate portion or the expenditures for the
asset. A weighted average of the rates on other borrowings is to be
applied to expenditures not covered by specific new borrowings.
Judgment is reQuired in identifying the borrowings on which the
average rate is based.
The following information with respect to interest cost shall
be disclosed in the financial statements or related notes:
(a) For an accounting period in which no interest
cost is capitalized, the amount of interest cost
incurred and charged to expense during the period.
(b) For an accounting period in which some interest
cost is capitalized, the tdtal amount of interest
cost incurred during the period and the amount
thereof that has been capitalized.
International Accounting Standards Committee
In November 1982, the IASC issued for comment Exposure Draft
24 "Capitalization of Borrowing Costs".
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This proposed statement deals with the capitalization of
borrowing costs in the financial statements of enterprises.
Borrowing Costs is defined as those costs incurred by an enterprise
in connection with the borrowing of funds. The term includes:
(a) interest costs incurred on borrowed funds,
including amortization of discount or premium
arising on the issue of debenture or loan
stock, and amortization of ancillary costs
incurred in connection with the arrangement
of borrowing, such as broking, banking and
other agents' commissions and
(b) foreign currency transaction gains and losses,
charged or credited to income relating to
borrowed foreign currency funds to the extent
they are regarded as an adjustment to interest
costs.
The statement does not insist on capitalization of borrowing
costs. It requires that an enterprise should either adopt a policy
of capitalizing borrowing costs or adopt a policy of not capitalizing
borrowing costs. The policy adopted should be disclosed in the
financial statement. It also sets out the requirements to be
followed in the event that the enterprise elects to follow the
capitalization approach. These requirements are very similar to
those required under FASB Statement No.34.
The Australian Accounting Profession
Neither the Australian Society of Accountants nor the Institute
of Chartered Accountants in Australia has issued any standards
regarding capitalization of interest cost. The only accounting
standard of relevance is AAS 9 "Expenditure Carried Forward to
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Suhseauent Accounting Periods." The standard recommends that
expenditure should be carried forward to one or more future
accounting periods on the balance sheet only when it satisfies the
following tests:
(a) it is material in amount,
(b) it does not relate solely to revenue which has
already been brought to account,
(c) it can be clearly identified as contributing
to the revenue-earning capability of the
business in the future, and
(d) it is reasonably expected that the business will
obtain future revenue sufficient to absorb the
expense carried forward or the expenditure has
given rise to an asset which may be reasonably
expected to realize at least its hook value.
It also recommends that where development expenditure is of a
recurring nature and is part of the day-to-day operations of the
business, it should be written off as an expense of the period in
which it is incurred.
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CHAPTER VII
STATUTORY AND REGULATORY REQUIREMENTS
Statutory Requirements
The Hong Kong Companies Ordinance requires that every balance
sheet of a company must show a true and fair view of the state of
affairs of the company as at the end of its financial year, and
every profit and loss account of a company must give a true and fair
view of the profit or loss of the company for the financial year.
A company's balance sheet and profit and loss account have to
comply with the disclosure requirements of the Tenth Schedule, so
far as applicable thereto. There shall be shown in the profit and
loss account of a company, the amount of interest on loans of the
following kinds made to the company, namely, bank loans, overdrafts
and loans which, not being bank loans or overdrafts,
(a) are repayable otherwise than by instalments and
fall due for repayment before the expiration of
the period of five years beginning with the day
next following the expiration of the financial
year or
(b) are repayable by instalments the last of which
falls due for payment before the expiration of
that period
and the amount of the interest on loans of other kinds so made.
In relation to such loan, other than a hank loan or overdraft,
that is repayable otherwise than by instalments and falls due for
45
repayment after the expiration of the period of five years beginning
with the day next following the expiration of the financial year or
is repayable by instalment any of which fall due for payment after
the expiration of that period, a company other than a banking
company shall state by way of note (if not otherwise stated) the rate
at which interest is payable thereon provided that if the number of
loans is such that, in the opinion of the directors, compliance with
the foregoing requirement would result in a statement of excess
length, it shall be sufficient to give a general indication of and
the rates at which interest is payable thereon.
The Companies Ordinance does not require the disclosure, in
the accounts of a company, of all interest payments during a
financial year. All that a company is required to-do in order to
comply with the requirements of the Ordinance is to disclose the
amount of interest charged to the profit and loss account.
Regulatory Requirements
Certain companies in Hong Kong are regulated by schemes of
control which are agreements entered into between them and the Hong
Kong Government. These companies are commercial entities providing
services to the public in a monopoly or semi-monopoly situation.
The agreements, effective for periods varying between 12 to over 21
years, set out guidelines under which these companies will operate.
In most cases these guidelines include accounting policies to be
followed by the companies. The following paragraphs outline the
varied stipulations and guidelines for the treatment of interest
under the various schemes of control. This may reflect the
difference in nature of business and individual circumstances of the
companies.
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China Light and Power Company Limited
This has already been discussed in Chapter V.
China Motor Bus Company Limited
The Company is allowed to made a permitted return of 15
percent of the average net fixed assets of the Company in an
accounting year. There shall however be deducted from the permitted
return in each accounting year interest on 311 borrowing capital of
the Company2. Such deduction shall exclude interest on temporary
overdrafts or interest which is capitalized during the period of
construction in respect of land and bUilcdings financed specifically
3by borrowed funds.
Hongkong Air Cargo Terminals Limited
The Company's charges to customers shall be assessed on the
basis that a net profit may be made after payment of all Government
taxes and charges of 12.5 percent of the gross value of assets
employed by the Company. Interest charges accruing in the financial
year of calculation in respect of any borrowings by the Company
shall not be deducted Ps an expense in the assessment of net
profit4.
Hongkong Air Terminal Services Limited
It has been agreed that the annual profit of the Company may
1 Section 14, Part Ill of CMB's franchise.
2 Paragraph 29(l)(b), Part V of Public Omibus Services
Ordinance 1975.
3 Section 15(3), Part III of CMB franchise.
4 Paragraph 8 (profit limitation), franchise agreement dated
January 17, 1976.
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he made of an amount, after payment of Government taxes, not greater
than 18 percent of the average net fixed assets employed or used in
operating the business.
Interest charges accruing in respect of any borrowing by the
Company shall not.be deducted as an expense in the assessment of net
profitl.
Hongkong Telephone Company Limited
This has been discussed in Chapter V.
The Kowloon Motor Bus Company (1933) Limited
The Company is allowed to make a permitted return of 16 percent
of the average net fixed assets of the Company in an accounting
year2. There shall however be deducted from the permitted return
in each accounting year interest on all borrowed capital of the
Company3. Such deduction shall exclude interest on temporary
overdrafts and interest capitalized during construction period in
respect of land and buildings financed specifically by borrowed
4funds .
The Hongkong Electric Company Limited
The Company's permitted return is allowed at 13.5 percent of net
1 Correspondence exchanged by Company and Hong Kong Government in
1979.
2 Section 14, Part III of the franchise.
3 Paragraph 29(l)(h), Part V of Public Omibus Services
Ordinance, 1975.
4 Section 15(3), Part III of the franchise.
5 Paragraph 4 of the Scheme of Control dated 13 April 1980.
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The amount of interest payable on consumer deposits and bank
overdrafts shall be charged to operating costs', and the amount of
interest on funds borrowed to finance the acquisition of fixed
assets shall be added to capital expenditure if it relates to the
period prior to commissioning and added to operating costs if it
relates to the period after commissioning 2.
L
Section E(l) of Schedule II of Scheme of Control dated 13 April
1980.
2




In the previous chapters, it has been pointed out that varied
and diversified accounting practices are being followed by Hong Kong
companies in the accounting for borrowing costs. The effect on an
enterprise's reported results and financial ratios of following a
policy of capitalizing borrowing costs, as opposed to'expensing
them, could be considerable and thereby affect any analyses or
comparisons made by users of financial statements. Further, the
effect is not capable of accurate determination by users, in the
light of present reporting practices and statutory requirements.
Therefore, it is submitted that the Hong Kong Society of Accountants
should establish a standard on the accounting of borrowing costs.
It has been pointed out in Chapter III that there is no clear
justification for either expensing or capitalizating interest in
whatever form. With regard to imputed interest, it is noted that
whilst there is a valid conceptual argument for measuring the cost
of financing acquisition of qualifying assets on the basis of an
enterprise's cost of capital, which would include imputed interest
on equity capital, the writers are of the'opinion that the
recognition of the cost of equity capital does not conform to the
present accounting framework. Therefore, the scope of the proposed
standard should be confined to interest recognized on obligations
having explicit interest rates as well as other ancillary costs in
connection with the arrangement of borrowing.
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It is thought that the proposed standard can be largely based
on Statement No.34 "Capitalization of Interest Cost" issued by the
Financial Accounting Standards Board of the U.S.A., discussed in
Chapter VI. Briefly, the proposed standard should state the types
of assets qualifying for interest capitalization set out the
requirements for determining the capitalization date, the
determinants as to when the capitalization period should begin and
end, and the extent of disclosure required. In particular, in view
of the presence of large conglomerates and complex business groups
in Hong Kong, there should he an express indication in the proposed
standard that the total amount of interest capitalized in an
accounting period should not exceed the total amount of interest
cost incurred by the parent company and consolidated subsidiaries.
A draft of the proposed standard is given in Appendix 2.
It is appreciated that in pursuing a policy of capitalization
of borrowing costs, there are a number of practical problems and
considerations, the answers to some of which cannot be easily
resolved. It should be noted that the proposed standard is intended




THE EFFECTS OF INTEREST CAPITALIZATIO1
A: Profit/(Loss) after tax and minority interests
B: Total interest incurred
C: Interest incurred as a percentage of profit after taxation and
minority interests
D: Interest capitalized
E: Interest capitalized as a percentage of profit after taxation and
minority interests
F: Interest capitalized as a percentage of total interest incurred
A B DC E F
NK.tmHKtm HK$m
Cheung Kong (Holding) Limited 1,385 21.8302 4.8 22.167
China Light Power Company,
Limited 672 119 17.7 72 10.6 60.2
Goodyear Estates Limited 44 70 160.2 21 48.5 30.3
Green Island Cement Company,
94 6.E N/ALimited 6
4.3477The Hongkong Land Company Limited 1,429 33.4 62 13.0
Hong Kong Telephone Company
Limited 272 19.854
Hutchison Whampoa Limited 13.9 N/A110790
Jardine, Matheson Co., Limited 889 123.0 N/A723
N/A 45.6N/A 451990Mass Transit Railway Corporation (532)
1.9Sun Hung Kai Properties Limited 33.7 13 5.6671 227
409Swire Pacific Limited 728 56.2 127 17.5 31.1
17 109.5 N/AUnitex Limited 16
Note: For companies which do not disclose the amount of interest
capitalized, the amount of interest disclosed. in the profit
and loss account is taken as being total interest incurred.
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APPENDIX 2
PROPOSED STATEMENT OF STANDARD ACCOUNTING PRACTICE
CAPITALIZATION OF INTEREST COST
(This statement is largely based on a similar statement issued in
October 1979 by the Financial Accounting Standards Board, U.S.A., to
whom grateful acknowledgement is made.)
The provisions of this statement of standard accounting practice
should be read in conjunction with the explanatory forward to
accounting standards and need not be applied to immaterial items.
Part 1- Explanatory Note
1. This Statement establishes standards of financial accounting and
reporting for capitalizing interest cost as a part of the
historical cost of acquiring certain assets.
2. Some enterprises-now charge all interest cost to expense
whenever incurred other enterprises capitalize some interest
cost in certain circumstances. This diversity of practice and
an observation that an increasing number of enterprises were
adopting a policy of capitalizing interest led the Hong Kong
Society of Accountants to establish this Standard.
3. The historical cost of acquiring an asset includes the costs
necessarily incurred to bring it to the condition and location
necessary for its intended use. If an asset requires a period
of time in which to carry out the activities necessary to bring
it to that condition and location, the interest cost incurred
during that period as a result of expenditures for the asset is
a Dart of the historical cost of acquiring the asset.
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4. The objectives of capitalizing interest are (a) to obtain a
measure of acquisition cost that more closely reflects the
enterprise's total investment in the asset and (b) to charge a
cost that relates to the acquisition of a resource that will
benefit future periods against the revenues of the periods
benefited.
5. In concept, interest cost may be capitalized for all assets
during the assets' acquisition period. However, in many cases,
the benefit in terms of information about enterprise resources
and earnings may not justify the additional accounting and
administrative cost involved in providing the information. The
benefit may be less than the cost because the effect of interest
capitalization and its subsequent amortization or other
disposition, compared with the effect of charging it to expense
when incurred, would not be material. In that circumstance,
interest capitalization is not required by this Statement.
Part 2- Definition of Terms
6. Interest cost, for the purposes of this Statement, includes
interest recognized on obligations having explicit interest
rates and includes amounts resulting from periodic amortization
of discount or premium, issue costs on debt, broking, banking
and other agents' commissions, and ancillary costs incurred in
connection with the arrangement of borrowing, and foreign
currency transaction gains and losses relating to borrowed funds
to the extent that such gains and losses are regarded as an
adjustment of borrowing costs.
7. Qualifying assets are those assets which meet the requirements
set out in this Statement.
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8. Acquisition period is the period of time required to get the
assets ready for their intended use.
9. For the purposes of this Statement, expenditures to which
capitalization rates are to be applied are capitalized
expenditures (net of progress payment collections) for the
qualifying asset that have required the payment of cash, the
transfer of other assets, or the incurring of a liability on
which interest is recognised (in contrast with liabilities, such
as trade payables, accruals, etc. on which interest is not
recognized). However, reasonable approximation of net
capitalized expenditures may be used. For example, capitalized
costs for an asset may be used as a reasonable approximation of
capitalized expenditures unless the difference is material.
Part 3- Standard Accounting PracticE
Assets Qualifying for Interest Capitalizatior
10. Subject to the provisions of paragraph 5, interest should be
capitalized for the following types of assets:-
(a) assets that are constructed or otherwise produced for an
enterprise's own use (including assets constructed or
produced for the enterprise by others for which deposits or
progress payments have been made).
(b) assets intended for sale or lease that are constructed or
otherwise produced as discrete projects (e.g. ships or real
estate developments).
(c) investments (equity, loans and advances) in investees
accounted for by the equity method until the investee
begins its planned principal operations (provided that the
assets represented by the investments qualify under (a) and
(b) above).
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11. However, interest cost should not be capitalized for inventories
that are routinely manufactured or otherwise produced in large
quantities on a repetitive basis. In addition, interest should
not be capitalized for the following types of assets:-
(a) assets that are in use or ready for their intended use in
the earning activiites of the enterprise.
(b) assets that are not being used in the earning activities of
the enterprise and that are not undergoing the activities
necessary to get them ready for use.
(c) assets that are not included in the consolidated balance
sheet of the parent company and consolidated subsidiaries.
(d) investments in an investee accounted for by the equity
method after the planned principal operations of that
investee begin.
12. Land that is not undergoing activities necessary to get it ready
for its intended use is not a qualifying asset. If activities
are undertaken for the purpose of developing land for a
particular use, the expenditures to acquire the land qualify for
interest capitalization while those activities are in progress.
The interest cost capitalized on those expenditures is a cost of
acquiring the asset that results from those activities. If the
resulting assets is a structure, such as an office block or a
shopping centre, interest capitalized on the land expenditures
is part of the acquisition cost of the structure. If the
resulting asset is developed land, such as land that is to be
sold as developed lots, interest capitalized on the land
expenditures.is part of the acquisition cost of the developed
land.
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The Amount of Interest Cost to be Capitalized
13. The amount of interest cost to be capitalized for qualifying
assets is intended to be that portion of the interest cost
incurred during the assets' acnui sit ion periods that
theoretically could have been avoided (for example, by avoiding
additional external borrowings or by using the funds expended
for the assets to repay existing external borrowings) if
expenditures for the assets had not been made.
14. The amount capitalized in an accounting period should be
determined by applying an interest rate(s) (the capitalization
rate) to the average amount of accumulated expenditures for the
asset during the period. The capitalization rates used in an
accounting period should be based on the rates applicable to
external borrowings outstanding during the period. If an
enterprise's financing plans associate a specific new external
borrowing with a qualifying asset, the enterprise may use the
rate on that borrowing as the capitalization rate to be applied
to that portion of the average accumulated expenditures for the
asset that does not exceed the amount of that borrowing. If
average accumulated expenditures for the asset exceed the amount
of specific new external borrowings associated with the asset,
the capitalization rate to be applied to such excess should be a
weighted average of the rates applicable to other borrowings of
the enterprise.
15. In identifying the external borrowings to be inclued in the
weighted average rate, the objective is a reasonable measure of
the cost of financing acquisition of the asset in terms of the
interest cost incurred that otherwise could have been avoided.
Accordingly, judgment will be required to make a selection of
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borrowings that best accomplishes that objective in the
circumstances. For example, in some circumstances, it will be
appropriate to include all external borrowings of the parent
company and its consolidated subidiaries for some multinational
enterprises, it may be appropriate for each foreign susidiary to
use an average of the rates applicable to its own external
borrowings. However, the use of judgment in determining
capitalization rates should not circumvent the requirement that
a capitalization rate be applied to all capitalized expenditures
for a qualifying asset to the extent that interest cost has been
incurred during an accounting period.
16. When funds borrowed for the purposes of investing in qualifying
assets are temporarily invested pending their need, any interest
so earned should be offset against interest cost and only the
net amount of interest cost considered for purposes of
capitalization.
17. The total amount of interest cost capitalized in an accounting
period should not exceed the total amount of interest cost
incurred by the enterprise in that period. In consolidated
financial statements, that limitation should be applied by
reference to the total amount of interest cost incurred by the
parent company and consolidated subsidiaries on a consolidated
basis. In any separately issued financial statements of a
parent company or a consolidated subsidiary and in the financial
statements (whether separately issued or not) of unconsolidated
subsidiaries and other investees accounted for by the equity
method, the limitation should be applied by reference to the
total amount of interest cost (including interest on
intercomany borrowings) incurred by the separate entity.
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Imputed interest cost should not he capitalized. Interest on
intercompany borrowings should not be capitalized unless the
advance was made by the group company in its ordinary course of
business as a banker or money lender and the transaction is at
arm's length.
The Capitalization Period
18. The capitalization period should begin when three conditions are
present:-
(a) expenditures (as defined in paragraph 9) for the asset have
been made.
(b) activities that are necessary to get the asset ready for
its intended use are in progress.
(c) external interest cost is being incurred.
Interest capitalization should continue as long as those three
conditions are present. The term activities is to be construed
broadly.. It encompasses more than physical construction it
includes all the steps required to prepare the asset for its
intended use. For example, it includes administrative and
technical activities during the preconstruction stage, such as
the development of plans or the process of obtaining permits
from governmental authorities it includes activities undertaken
after construction has begun in order to overcome unforeseen
obstacles, such as technical problems, labour disputes, or
litigation. If the enterprise suspends substantially all
activities related to acquisition of the asset, interest
capitalization should cease until activities are resumed.
However, brief interruption in activities, interruptions that
are externally imposed, and delays that are inherent in the
asset acquisition process should not require cessation of
interest capitalization.
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19. The capitalization period should end when the asset is
substantially complete and ready for its intended use. Some
assets are completed in parts, and each part is capable of being
used independently while work is continuing on other parts. An
example is a completed flat in an uncompleted block of flats.
For such assets, interest capitalization should stop on each
part when it is substantially complete and ready for use. Some
assets must he completed in their entirety before any part of
the asset can be used. An example is a facility designed to
manufacture products by sequential processes. For such assets,
interest capitalization should continue until the entire asset
is substantially complete and ready for use. Some assets cannot
be used effectively until a separate facility has been
completed. Examples are oil wells drilled before completion of
the pipeline. For such assets, interest capitalization should
continue until the separate facility is substantially complete
and ready for use.
20. Interest capitalization should not cease when present accounting
principles require recognition of a lower value for the asset
than acquisition cost the provision required to reduce
acquisition cost to such lower value should be increased
appropriately.
Disposition of the Amount Capitalized
21. Because interest cost is an integral part of the total cost of
acquiring a qualifying asset, its disposition should be the same
as that of other components of asset cost.
Disclosures
22. The following lnrormacion with respect to interest cfost should
be disclosed in the financial statements or related notes:-
(a) for an accounting period in which no interest cost is
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capitalized, the amount of interest cost incurred and
charged to expense during the period.
(b) for an accounting period in which some interest cost is
capitalized, the total amount of interest cost incurred
during the period and the amount thereof that has been
capitalized.
Effective Date and Transitior
23. The accounting and disclosure requirements set out in this
Statement should be adopted as soon as possible and regarded as
standard in respect of financial statements relating to
accounting periods beginning on or after With
respect to qualifying assets in existence at the beginning of
the financial year in which this Statement is first applied for
which interest cost has not been previously capitalized,
interest capitalization should begin at that time. With respect
to qualifying assets for which interest cost has been
capitalized according to a method that differs from the
provisions of this Statement, no adjustment should be made to
the amounts of interest cost previously capitalized, but
interest cost capitalized after this Statement is first applied
should be determined according to the provisions of this
Statement. With respect to assets in existence when this
Statment is first applied for which interest cost has been
capitalized but which do.not qualify for interest capitalization
according to the provisions of this Statement, no adjustments
should be made, but no additional amounts of interest cost
should be capitalized.
24. If early application is adopted in financial reports for interim
periods of a financial year beginning before
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previously issued financial information for any interim periods
of that financial year that precede the period of adoption
should he restated to give effect to the provisions of this
Statement, and any subsequent presentation of that information
should be on the restated basis. This Statement should not be
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